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EMORANDU!Y FOR: William II. Bray

Department of the Treasury

Office of National Security

Room 4400 g

Washington, D.C. 20220
SUBJECT "-: Brlefmg Notes on Current nconomlc Situation
) i.n Indones:.a . ;

1. In keeping with our earlier agreement, I am
forwarding the attached briefing notes on the Indonetian
economy for Mr. Simon's use. These materials, presented
earlier as an oral briefing for Ambassador-Designate Newsom,
are intended to present some of the highlignts of recent

25X1 »economlc trends. They are not intended as analysis in depth
d of any particular sector but simply to convey a broad
impression of the most striking recent developments.
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Beonomic Trends in Indonesio

I. Reacoent Nistory

The present Indonesian administration, which assumed pover
in July 1966, faced the task of rchabilitating an economy left
virtually in ruin after 20 years of 5ukarno rule. Sukarno'é
last seven years,-- the years of the so-cal’ed "gulded econony",
'begznnlng'WLth the flnal ousting of the Dutch-is 1958 -- had
particularly disastrous effects on all economic sectcrs.
Nationalization left a once progressive and efficient estate

: sector in a state of decline. Irrational‘pricing policies and

a failure to maintain the irrigation system resulted in food
production increasss far below the rate of population growth.
Manufacturing showed no growth after 1961, as no attempt was

made to replace Dutch and other expatriate investments. Virtually
nothing was done to"tap the country's rich mineral resources.
Transport and communications facilities -~ never adequate --

were allowed to deteriorate, thus reinforcing a nationwide pattern
of market isolation. Meanwhile budget deficits increased
enorrmously. The combination of declining revenues from a
stagnating private\sector, and increasing expenditures both

for chauvinistic display and expaﬂding military and civilian
bureaucracies created inflationary pressures of almost
unbelievable proportions. The price index rose from a base of

i 100 in 1955 to nearly 4,900 by the end of 1965. The foreign

trade sector in which the Dutch and other forcigners had becen
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predominant, and which hﬁﬂ produced a large share of governiacnt
revenue, showed steady deterioration over the 7-year period.
Medium- and long~term foreign debt necessary to finance growing
international payments deficzits expanded enormously by 1965
to $2.4 billion, 60% or which was owed to Comminist countrics.
after Suhazuo s takeover, the government's priority
objectlve became stablllzatlon, a goal that has been consistently
and on éhé‘;%ole succesofully pursued. Immedlate relaxation
of exchange controls and the introduction of a more realistic
exchange rate were followed in successive years by credit
stringency and budget balancing. Public sector investment
was concentrated on the most urgent reconstruction needs. Trans-
port services were quickly restored to meet minimal requirements.
An internal policfhéf decontrol, which established near normal

il

market conditicns,'and intense efforts at restoration of the

irrigation system were imp?rtant factors in boosting agricul-
tural and industrial output. The balance-of-payments position
showed steady improvement aided by new mecasures to encourage
foreign investment which drew substantial funds into oil,

mining and timber, and large amounts of program and project

aid provided through the IGGI, a 9-na’ion consortium organized
to rcscue Indonesia from cconomic collapse. A rescheduling of
debt to Western nations was also made possible through the IGGI

while SImllar arrangcements were made with Communist countrics.
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Although many Indonesian officials arc inclined to take’

refuge in the suvposed limitless supply of petrolcum when the

difficult question arises as to development prospects, none
would deny the cnormity of the problems the country has yet
to face. Nonetheless, recent economzc pcrformance shows a
dramatlc improvement over the last years of the Sukarno

era. Wh11e~Indone51an'utatlstlcs are notorlously unrellab}e:
the following tabulation is adequate as a broad indicator

of this progress in recent periods.
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Selected Ceonomic Indicators
Average Annual Rates of (‘roth

(1960 pricr_*r_»_)_

1960-64 1964-68 1968-72

Gross Domestic Product ' 2.1 3.7 7.3
Private Consumnt-ou . C 2.8 . 4.6 4.7
Gross Dowesgzc Investwent 3.2 : 3.9 24.6
Exports of Goods and Non- o ‘

Factor Services 1.2 3.0 19.0
Inports ' 1.4 4.8 18.1
Agriculture 1.5 1.0 5.3

(Food Crops) -6.7)  (3.7) (2.5)
Mining . 2.0 2.0 10.6
Manufacturing E.. '2.5 | 3.3 10.5
Construction .u_; | -5.0 9.1 ‘24.0
Trade ”: 0.5 . 3.7 12.7
Services ' C 2.5 2.6 5.8
‘Pransport and Communications 0.5 1.3 9.0
i
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II. Current Tronds

A. Aqricultore
The agricultural scctor has played an important role

in the economic recovery, but still has monaged only to keep

pace with population growth. The govcrnmcnt'sgprincipal .

long-term problem is to iﬂcrease food production. Rice, which

‘accounts for 50% of the value of agr;cultural productxon and

40% of employmcnt, had shown Slgnlfl"ant lncredses in production

before the drought-afflicted crop in 1972. Output increased

at an average rate of 9% annually from 1967 through 1571,
! compared to an average annual rate of 3.3% for the previous
4-year period. Growth siemmed mainly from restoration of
minimum levels of transport, input supply, credit, and marketiny.
Fishing and forestry also have shown sizable jumps in output.

Secondary crops; however, have grown only slowly, nearly all

of the increase occurring in the Outer Islands. Production
increases of estate crops{'palm oil, sugar, rubber, tea, coffee,
and cocoa have been only modest due to the lack of management

and trained personnel, the.lack of government extension ser-

vices, and a credit policy focused ncarly exclusively on rice.
f The Indonesian food problem is almost entirely a
Javanese problem, . Java, roughly the size of New York State,
accounts for about 6% of the nation's land arca and for about

65% of its 126 million people. A population density of some
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| o et
o




S T
L\/‘lln'&J-.n....“
Approved For Release 2006/09/26 : CIA- RDP85T00875R001900010170 9

1,300 persons per sguare wile makes it one of the mosk over-
crowded places on earth, Opportunitics for increasing
cultivated acreagé have long been exhausted. Indeed, rice
acreage has not increased in ten years. All production
increases have had to depend on raising yiclds. This has been
acéomplishad in recent years by the rehabilitatfon of irri-
~gation“systems, more intensive use éf high yielding varieties,
and more_ligsfal'ﬁgfibultural credit policies. jAlthough
enthuéiastic acceptance of family planning programs is a hopeful
sign, some observers believe that the Java situation poses
nearly insurmountable problems of poverty, land fragmcntatidn,'
and pressuré on natural resources. There is little doubt that
denuding of forest lands in Java for production of dryland
crops, such as corn and cassava, has already. resulted in
serious erosion angtwatershed damage. A decline in inland fish
production has beenlgttributcd to more inten#ive use of insec~
ticides. Efforts at land reform have met with little success.,
Although there is no reliable data on the extent of land
tenancy, a 1960 Ministry of Agriculturc estimate put it at 60%
countrywide, and even higher on Java. An Agrarian Reform
attempt in 1970 was doomed at the start, however, since an
owner rctention limit of 5 hectares was permitted and, according
to one later estimate, only 0.4% of lénd owners held moxre than

5 hectares. Thus virtually no land was available for distri-

' =6~
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bution. The average size holding on Java is now put at only
0.7 hectares, which must suppoft an average of 6-7 family
menbers.

Rice -- The country has more or less recovered from the
serious producfion shortfall in 1972 and the subscquent rice
shortages in late 1972 and early 1973. Aggrcséive rice pur-
chaseg'abfoaﬁ allowed for substantial injections into urban
markets_thg§pgﬁgthéufirst half of 1973pﬁ'1ni§i5; government
efforts to obtain rice locally from the April-June crop were
in vain, however. 1In July 1973, after it became apparent
that the considerable pressures on fariners being exerted
through the BUUD (village cooperatives) were ineffective,
internal procurement guotas were abandoned.* The government

then withdrew restrictions on domestic movement of rice and

shifted its releasg policy to one of stakilization at higher
price levels. Shortly thereafter rice finally began flowing

to market and the government was able to sharply curtail

release 6pcrations. The 1973 dry season crop was a good one

and by the end of the year private stocks had becn substantially
: replenished.

The 1974 rice outlook is clouded by uncertainty about.

!

0

|

! fertilizer supplies. Preliminary estinmates of planting for
i .

* Usce of the BUUD to pressure farmers may have scriously
harmed the whnle concept of cooperatives in Indonesia. Rathex
than strengthening the bargaining position of farmers as
originally purported, the BUUD wcre used by outside authoritices
to force extra concessions from them.
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Lty wet scason cron (April-dune) woie foevorable, bult there

is now some doubt as to ththur the substantially highor
fertilizer impért targets -- 1,500,000 tons in FY 74/75
(April-tizrch) compared with 866,000 tons.in FY 73/74 —-.will
be met. Delays and defaults on import; previoﬁsly contracted
for have already been a factor in the current’pxanting season --
though.hcw significant iz uncertain.. Oﬁficials are counting
on the 011 lcver to insure sufficient 1mports of Japanese
tertlllzer and are hopeful that adeauate supplles will be
available for the dry season crop (September-November). In
any case, higher domestic rice prices have.boosted farmers’

incentives sufficiently to compensate at least .in part for

|

i fertilizer shortfalls.
i B. Industry

¢ Industrial growth éince 1968 has been rapid. Up to
this cime'manyvpfobiems inhibiting growth under Sukarno had
continued to plagﬁe.industry, mainly a scarcity of foreign
exchange and low productivi;y, partly the consejuence of
restrictions on layiné off surplus labor. This was especially
the case in state enterprises that contribute a large proportion
of total output in chemicals, fertilizer, cement and basic

; metals. Growth averaged 15.6% annually between 19G68-71,

according to national accounts data, but slackened to 9% in

1972, due at least in part to the shortage of raw materials

from the agricultural scctor. Expansion has bcon most rapid
in import replacing industries such as fertilizer, paper, yarn
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and assenbly operations.  Home industries, notably ccoment
and tex:iles, were hampoered by ‘capacity constraints in 1972. . y
The country is still on the threshold of industrial develop-
ment and growth has been from an extremely low base. Manu-
facturing accounts for cnly 9% of GNP and is dominated by a
few industries. In 1970 87% 6f value added was?generated in
only four sectors: - food and beverades, tobacco, textiles and
rubber. ,:»,'..:";i" : _ -f-L-'». '

Y . o B

High 1n5ustrlal growth rates are virtually -assured for

the next few years simply on the basis of planned investments,
those in progress, and others in train that have yet to reach
normal output levels. Government measures also contribute to
a favorable outlook. Recent adjustments in credit policy will

insure availability of funds to small investors, licensing

procedures have been simplified, and industrial estates are

¢

now being establlshed. Planned investments ;ndlcate most rapid

gromth will be in xextliés} fertilizer,'cement, rubber, tires

and éssembled prbducts. A boom in the.constructlon industxy

is also apparent from the trend ‘in project approvals.
Extractlve 1ndugtr1es are also expanding very rapidly.

Fércstry contlnues to attract sizable foreign investment,

mostly Japancse. Three foreign companies have been granted

licenses to mine tin in the Bangka arca. Bauxite deposits will

also be exploited morc intensely; two huge aluminum plants --
a combined $750 million investment -- are now stheduled
—
9=
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for coustruction. L.orge foreign dnveslasnts have also beon
made recently in niciel and copper mining,

’

- Ce Tiscal Policy

Unt‘il recently sf::abilizcxtion maasures imposed savere
constraints on the ;Bvernment's ability to mount a strong |
developmient program. Inflationary pressures haye Weakcncd
tax admlnlstratxon and eroded standgrds of cqmpllance. The
potentlal ta# bése ‘was thus not realxzed. A balanccd budget
meant empendrtures had to be trlmmed to meet recclpts, but
the necessity of i.acreasing routine expendltures left 1nsuffi-
cient funds available for development purposes.

In the last two years revenues ‘increased as a proportion
of NP from 10.5 to 12.8% due entirely to doubling of receipts
from corporation taxes on oil companies. Government receipts
from import tariffs declined over the past twc years as the

composition of imports shifted towards low duty or exempt

items (there are‘geﬁérous exemptions on capital goods). Taxes
on luxuries are low and coﬁépicuous consumption in Jakarta
attests to the fact that high incomes'are net taxed effectively.
L If oil is excluded, receipts as a portion of GNP were stable
‘ at 8.4s. '
Routine expenditures increased from 8.7% to 9.9% of GNP
over the same period. These expenditures have been inflated

by salary demands and by the need for heavy subsidies. Since

taxes on domestic ‘consumption are less than total subsidics

which account for 8% of routinec cxpenditures (18% if petrolcum

Approved For Release 2006/09/26 : CIA-RDP85T00875R001900010170-9

—
o




Pt
‘.

NEWVD
{ l - HIIML

Jtng

.._.;

Approved For Release 2006/09/26 : CIA-RDP85T00875R001900010170-9

sold demsabically ab woell balows world wovket prices and
program aid valued at domestic prices are included), thero
is a net subsidization of domestic consumcrs. Provision of
rice to government .servants is a particularly heavy burden,
amounting to some 700,000 tons annuﬁlly.

pomestic financing of the development budgdt rose from
-37% in*FY”l970/7l to 46% Ain FY 1972/73. The balance was
financed. by counterpart funds and pro;ect ald. '

FY 1974/75 prospects are somewhat brlghter. Although
subsidies required to maintain the price of fertilizer (urca)
to farmers under the BIMAS program will increase, rice sub-
sidies should decline substaptially. In addition, oil revecnues
will be sharply highef, increasing the room for expansion in

the development budget.

D. Money Supéiy and Prices

Governmeﬁé‘measures over the last several years were’
extremely effective in hringing rampant inflation under control
by the .end of 1971.* 1Inflation is once again, hOWGVer, the
government's most serious short term problem. Since mid~1972
monetary expansion has been excessive. Money supply expandcd
by 50% in the iast half of 1972 and by an additional 34% in
the first three guarters of 1973. The external sector has
been the predominant factor in the expansion. Additional

25X1
resources flowed into Indonesia at an annual rate of over

Approved For Release 2006/09/26 : CIA-RDP85T00875R001900010170-9
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; v Lillien ”u?‘ 7 the sceond half 1972 and the first h'l’
off 1973 due to A‘OHLL prices for oil and other primary
cxports, rapidly pandxng foreign investment and large
inflows of short ternm capital (including Pertamina borrowing).
Bank credit to the private sector and to state enterpriscs
i became a significant expansionary factor in early 1973 when
the demand for funds lncreased markedly as a:result of buoyant
constructlon and other investment act1v1ty and the need for
larger work;ng balances due to price rlses."' )
The huge growth of the money supply did not appear to be
a .significant influence on prices until mid-1973. The general
price index rose 23% in the last quarter of 1973, but moét
of the increases were concentrated in food items, particularly

rice, which was in very short supply. Imports helped stabilize

rice prices through 1973 but a second more broadly based wave
of price increases began in May 1973. The consumer price
index rose another 23% during the first 11 months of 1973 partly
attributable to higher impd}t costs but certainlx owing in sone
measure to monetary éxpahsion.

The government has taken measures to limit the effects of

foreign capital inflows on the credit base by raising reserve

requirements on non-resident time deposits from 5% to '30¢ and:
has made the ceiling on these deposits applicable to non-resident:

banks. Beyond this, credit control will continue to rely on

I ,".‘*"{H\L
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of mural suasicn, which has alweady
rc:-sul ted in the replacenment of several bank nanagers,
pfesumably owing to their performance in executing government
policy on credit restraint.

E. Balance of Payments

Indonesian tradc-bns shown an enormous,increase over
the laet two years. Higher productxon hnd prlces of crude oil,
sharply hlgher prlcés of other exports, and currency realign-
ments. conbrlbtted to estlmated export earnxngs of $3.4 billion
in 1973, a 150% increase over the 1971 level. Earnings from
timber exports were triple their 1971 value due to both
increases in volume and higher prices, .and the declining trend
ir. rubber exports was sharply reversed in early 1973 dpe
mainly to higher prices. Total earnings from rubber for the
year will be nearly double the 1971 level. Earnings for tin

and palm oil will also show substantial increases due to

‘higher world market prices.

Imports show a nearly &ommensurate increase over the two
year period due paftly to high~r prices but also.to iarge
volume increases in imports of both food (rice and wheat) and
capital goods, t*= ?étter reflecting higher levels of project
aid and private investment activity.

In 1973 higher payments for non-oil services, primarily
investment income and freight charges for the higher level of
imports resulted in an overall deficit on net goods and

services of $800 million, doub.le the 1971 level. However, an
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avprecishle incroame in cld vecedpbts (bilcher project aid iwird Lo
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offsetting tha less of funds under the US PL-480 program) and

a considerable jump in divect investment resulted in a sub-

stantial iwmprovewent in the Indonesian rescrve positiosi.
_ Gross reserves, amounting to less tﬁan $200 million at the
f end of 1971, rose to $900 million by October 1933, equivalent
to about 4 months af imports, - ﬂ .

The. outloqk for 1974 is quite favorable. Net receipts

fron the 61£ :ector will rise substantlally as a, result of
the increase in the selling price of crude from $6 to $10.80
per barrel effective 1 January 1974. Prices of rubber should
remain high due to world shortages of petroleum=-based synthetic
rubber. Imports of capital goods and fertilizér will increasc
but food imports will be substantially less. While debt

service payments w111 be somewhat larger -- these amounted to

about 8% of gross exports in 1973 -~ increases in foreign aid’
and private capital 1nflows.w111 ensure an overall balance of

payments surplus of at least $200 million.
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